Determinants of demand for credit: A conceptual review by Kofarmata, Yusuf Ibrahim et al.
Asian Journal of Economics 
and Empirical Research 
ISSN: 2409-2622  
Vol. 3, No. 1, 6-10, 2016 
http://asianonlinejournals.com/index.php/AJEER 
 
 
 
 
 
 
 
6 
 
Determinants of Demand for Credit: A Conceptual Review 
 
Yusuf Ibrahim Kofarmata1 
Shri Dewi Applanaidu2 
Sallahuddin Hassan3 
 
1
Department of Economics and Agribusiness, Universiti 
Utara, Malaysia; Lecturer, Department of Economics, 
Northwest University, Kano-Nigeria 
2
Department of Economics and Agribusiness, Universiti 
Utara, Malaysia  
3
Department of Economics and Agribusiness, Universiti 
Utara, Malaysia  
( Corresponding Author) 
 
Abstract 
It is generally agreed among the researchers that farm credit has significant positive impact on 
agricultural production that would increase the farming output. In fact, the rising cereal production were 
more related to farm inputs that may be acquired through agricultural credit. In view of that, this article 
synthesizes and reviews different field studies on the determinants of demand for credit. Moreover, it is 
clear from the reviewed studies that different models have been used in examining the factors that 
determine the demand for credit. However, most of the findings are inconclusive, due to the contextual, 
geographical, socio-economic, environmental and other variations across the study areas. Based on that, 
the paper call the need for more empirical studies on the determinants of demand for credit for a specific 
region for better policy that may be suitable for that particular region. This has important implications on 
agricultural production in general and farm credit in particular, especially for developing economies.   
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1. Introduction 
The significance of credit as one of the tools of production that has been found to spurs economic growth and 
sustainable development in rural areas could not be over emphasized. However, According to Tang et al. (2010) due 
to the high degree of risks in particular and economic uncertainties associated with rural life in general, risk 
mitigating components such as insurance were missing or completely absent. Even though, rural dwellers do help 
themselves in the unfortunate events, however, previous studies persistently were unable to prove that rural dwellers 
are able to insured each other (Townsend, 1994). Besides, lack of insurance facility couple with limited savings have 
placed small-scale rural households vulnerable to idiosyncratic shocks and several risks (Tang et al., 2010). 
Consequently, credit access is crucial on agricultural investment, production and consumption and more importantly 
rural life (Eswaran and Kotwal, 1990; Udry, 1990).  
Agricultural credit supports rural communities in a number of ways. Access to farm credit increase the capability 
of rural farmer with limited savings to meet his financial demand for productive investments and farm inputs. 
Moreover, farm credit encourage rural farmers to accommodate new farming techniques by increasing their 
capability to engage in more productive business but more risky (Carter, 1984; Rosenzweig and Binswanger, 1993). 
Similarly, greater credit access helps rural farmers to supplement their consumption during the economic downturn. 
Besides, empirical studies has emphasized the significance of rural credit in rural economies. In China, Feder et al. 
(1990) found that an extra Yuan of credit will return 0.24 Yuan of extra value of farm output. Similar result was 
reported in Malawi where Diagne et al. (2000) confirmed that access to credit has positive significant impact on 
farmers’ welfare. While, using Peruvian data, Guirkinger and Boucher (2008) shows that on average credit 
constraints farmers losses about 27 percent of their agricultural output.  
 
2. Literature Review and Empirical Frameworks 
2.1. Formal and Informal Credit Markets 
One very common attributes of credit markets in rural areas of the developing economies is the existence of 
informal and formal credit markets (Hoff and Stiglitz, 1990; Besley, 1995; Bell et al., 1997; Kochar, 1997; Barslund 
and Tarp, 2008; Guirkinger and Boucher, 2008). Two different arguments have been forward as the reasons of their 
co-existence. The first one explained that the existence of informal credit market was as the result of the stringent 
governments’ policies on the formal market sector (Bell et al., 1997; Kochar, 1997). Most governments of 
developing economies have imposed some policies on the formal sector such as interest rate ceiling in order to 
strengthen the formal lending and discourage informal market which charge higher interest rate on one hand. But, 
interest rates ceilings on the other hand, has negative effect on loanable fund. It can also possibly stagnate the supply 
of credit from formal markets to the poor households. Since this type of households are usually at risks, where at 
below the ceiling price, lending to poor households may not yields more return. In this aspects, a number of 
researchers such as Bell (1990) and Hoff and Stiglitz (1990) envisages that government polices largely failed to 
yields desired results. Due to the ceilings of interest rates in the formal markets, the informal credit markets has 
continue to dominate the transaction in the rural markets, with higher interest rate in many cases. This has raise some 
doubt in the reliability and the rationale behind the regulations in the formal sectors (Hoff and Stiglitz, 1990). 
Another argument with respect to the formal and informal credit markets is associated with rationing in the credit 
market due to the information asymmetric between the borrower and lender. Since asymmetric of information is 
prevalent in the credit markets, formal lender is only keen to release money to borrower with tangible assets on one 
hand. On the other hand, informal lender can release money to borrower even without physical assets that can be 
placed in the form of collaterals.  
Informal lenders can able to take such risks, because they have informational advantage over the formal 
counterpart about borrowers habits and their productive capacities, so that they can employ different mechanisms to 
re-enforce repayment (Zeller, 1994; Bardhan and Udry, 1999). Though both the two arguments explained more on 
the factors affecting credit supply, while demand-side factors were skewed in the analysis. As a result, several studies 
have argued that the analysis of rationing in the formal financial sector has been overestimated (Kochar, 1997). In 
this regards, many factors have been acknowledged in the literature as the factors that determine the overall rural 
households’ demand for loan. Tang et al. (2010) identified savings and liquid assets as a significant factors that 
influence the overall demand for credit. Idiosyncratic and Covariate shocks were also another factor. High costs of 
transaction including bureaucratic loan process, tedious paper work related with formal credit, collateral risk and 
high interest rates (Foltz, 2004; Guirkinger and Boucher, 2008). Availability of formal credit market, political 
reasons and asymmetric information have all been recognized as the key factors that influence the demand for loan 
(Zander, 1994). 
 
2.2. Factors Affecting the Demand for Credit 
In the study conducted in Uganda, Mpuga (2010) found that age of the farmer is positively related to demand for 
credit and the quantity of loan applied. According to him, the young are likely to borrow, since they are very active 
and energetic and more aggressive to investment. While, old individuals are likely to rely more on the past earnings 
and accumulated capital, and therefore less inclined to need loan. Even though contrary to Mpuga, Tang et al. (2010) 
found that old households are more probable to demand credit than the younger ones. Because these type of 
households have higher social capital and social network that may likely increase their credit access.  
While, in a different study household’s age has no significant effect on credit demand (Nwaru, 2011).Asset 
acquisition by women is hindered by social restriction especially in developing countries. Whereas, in rural 
communities there is segregation of gender activities. Those among the women who engaged in productive and more 
independent economic activities will be traditionally seen as deviated from social norms. However, if this tradition is 
strong enough, women in this community may not demand any credit, even if they have gainful investment 
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(Fletschner and Carter, 2008). Consequently, the likelihood to demand for credit in the formal market is decreasing 
with being female headed-household (Bendig et al., 2009; Nwaru, 2011). 
In a different study in Ghana, using multinomial probit regression (Bendig et al., 2009) shows that household 
size is positively related to demand for microcredit. This is because households with more members are likely to 
spend more in consumption and education, thus, they are likely to demand loan. While in a survey study in China, 
Tang et al. (2010) indicated that education is one of the significant explanatory variables that influence the demand 
for loan. They also found that an additional year of schooling by household-head will raise the likelihood of 
borrowing by 2.5%. Similarly, the probability to demand for loan will increase by 5.6% if the land endowment 
double. Although, the influence of these factors varies considerably according to type of credit markets. For instance, 
while years of schooling increases households borrowing chances from formal financial institutions, it however 
reduces or have no effect with regard to the informal credit market. Nonetheless, this does not always holds, as Chen 
and Chiivakul (2008) found that those with moderate education (primary and secondary level) are likely to demand 
for loan, but it has no impact with respect to tertiary education.  
This implies that highly educated households have already acquired wealth, and therefore have little credit 
demand. Moreover, Bendig et al. (2009) established that more educated households are likely to demand formal 
credit, and credit demand was considerably affected by transaction costs. This has been confirmed by many studies 
(Zeller et al., 1998). For example, an extra kilo meters between the nearest bank and village reduces the borrowing 
probability from the formal lenders by 1% (Tang et al., 2010). In contrast, Mpuga (2004) has not established any 
significance evidence between village distance and demand for loan. Chen and Chiivakul (2008) argued that 
household may demand credit, while his current income is high due to the expectations of future income, which will 
guarantee his repayment. Similarly, it may be possible that if the household level of income goes down, his 
consumption marginal utility will be high which may led to higher credit demand. Additionally, households are 
expected to borrow once he possessed some tangible assets which can be placed as collateral.  
Along this line, Magri (2002) maintained that total wealth that represents current and future household’s 
endowment, is one of the significant factors of demand for credit. While, with growing endowment a household can 
expand his productive capacity and take care for his consumption variability, hence his credit demand will become 
very low. However, at some level of wealth, an increase in household’s endowment may probably raise the 
consumption needs, hence will upsurge the willingness for a household to demand for credit. Following this, Chen 
and Chiivakul found that total assets have positive and significant impact on the demand for loan. But at higher level, 
an increase in wealth will significantly reduce the demand for loan.  
Moreover, using household data from Madagascar, Zeller (1994) examined the demand factors for credit and 
credit rationing in the formal and informal credit markets. He found that being laborer, number of sick days, having 
social responsibility and being the head of the family are positively associated with borrowing. Similarly, 
household’s occupation, level of education, land endowments and family size are very important determinants of 
credit constraints status of the farmers.  
Household’s asset is a significant element that individual take in to account when it comes to borrowing 
decision. In this regards, Duflo et al. (2008) shows that number of livestock owned has a decreasing effect on 
household’s demand for credit. However, Mpuga (2010) contends that it is not the total amount of assets 
accumulated, rather total value of assets such as land and building owned by the household that have strong positive 
effect on the demand for loan. Furthermore, Bendig et al. (2009) concludes that wealth endowment and being 
employed in the administration encourage the use of financial service.  
However, individual who is receiving remittances do not exhibit demand for micro loan. This confirmed the 
general assumption that very poor households are less likely to be included in the formal credit market than wealthier 
households (Mohieldin and Wright, 2000; Nguyen, 2007). The finding also specified that borrowers were 
characterized by greater assets and high earnings that could be served as collateral. Households may need loan for 
investments decision, or to smooth consumption. In this way, households who experiences shocks are more likely to 
demand loan than those who demand credit for other purposes. Events that were found to affect the demand for credit 
are bad harvest and social events such as marriage and other festivities. Though the effect of these factors varies 
across different sources of credit. For example, being salary earner and distance from the village to the nearest banks 
have positive impact with respect to informal credit demand (Nwaru, 2011). Similarly, results from India shows that 
households’ entrepreneurial skills, occupation and off-farm investments are positively related to institutional 
borrowing (Kumar et al., 2010). However, the amount of money a household may demand within the considerable 
time and his investment decision depend on his school years, farm size, household’s age, distance, socio-economic 
interaction and household size, Ewuola and Williams (1995). Even though, by considering the profitability of 
investments and price of loan as one of the investment and borrowing conditions; a household may borrow capital if 
the expected project return is higher than the cost of borrowing (Sylvanus, 2003).  
In a different study in Ghana, Koomson et al. (2014) indicates that the probability of being discouraged from 
credit applications increases with low savings and low income earnings. While, in a study conducted in Vietnam, 
Thanh et al. (2015) found that having owned residential area, per capita land area, education are the key determinants 
of access to credit. While, average years of schooling has significant impacts on the likelihood of acquiring higher 
amount of loan. Their studies have yields an interesting finding that being native poor and percentage of off-farm 
income have positive effects with respect to formal borrowing. Similarly, interest rate has statistical relevance on the 
loan amount demanded. In summary, these inconsistencies and inconclusive findings may be due to the regional 
variations with respect to weather, infrastructure, credit availability and government policies, while socio-economic 
attributes plays a vital roles in response to credit demand. This indicates that findings from one region may not be 
generalized to another region. 
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3. Conclusion  
This article reviews the various field studies on the factors that influence the demand for credit by farmers. 
Perhaps, empirical studies that have been reviews in this paper, methodologically can be categorized into three 
different groups, though not explicitly demonstrated in the review process.  
The first category are those that used categorical models as a tools of data analysis in order to investigate the 
factors that determine the demand for credit. These includes (Zeller, 1994); Guirkinger and Boucher (2008); 
Barslund and Tarp (2008) among the others. The second group consists of those studies that analyses the 
determinants of demand for loan using ordinary least square and other truncated models such as Nwaru (2011) and 
Thanh et al. (2015). While, the third groups comprises of those that combined different methods in order to satisfy 
their conflicted objectives, such as Mpuga (2010; 2004).  Additionally, it was demonstrated in this paper that various 
empirical studies used a number of different variables that depends largely on the researcher’s a priori expectations.  
Though, in many cases, the variables do overlap in different studies, which result in different conclusions and 
inconsistent findings. This generally stems from the contextual and geographical variations across the case study 
areas. It may also arises due to the fact the socio–economic conditions of households given a particular region varies 
with other factors such as the quality of soil, climate conditions, cultural practices, and the characteristics of financial 
markets. Therefore, more studies are needed with respects to credit market participation, the amount of loan and the 
choice of credit market especially in a specific regions of the developing countries. So that the findings of these 
studies will augment some policies that actually reflect the needs of those particular communities for rural 
sustainable development in general and agriculture in particular. 
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